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Directive

-11-01
ued in early November

lains the Dep ent’s current practice
1 respect to Secretary’s authority under
us law to require a corporation to file a

law to redetermine a corporation’s net income
by adjusting intercompany transactions or
requiring the filing of a combined return




6 Current Law

a Combined Return

Oéne properly attributable to the State not
se

ompany transactions in excess of cost
“ompany transactions that shift an income producing

o May include companies utilizing options under 105-130.7A
or 105-130.12



cuve — Current Law

ed in combined return

S 1IN umtary business whose
ctions cause net income not to be

or may not be consolidated group
or may not be all entities in unitary business

s excluded from combined return
ration not required to file a federal return

Insurance company subject to tax under Article 8B
oration exempt from tax under section 501

= A partnersh1p, LLC, or other entity not taxed as
corporation



— Current Law

companies as computed on pro

Inate intercompa ansactions
> North Carolina modifications
nine apportionment factors
one apportionment formula
onapportionable income

= Reduce by net economic losses

- = Reduce by tax credits



ocuve — Current Law

group (the principal member) files
ills in “combined return” circle

arate entity income tax returns of

member of group is jointly and severally liable for

bined tax liability

member of the 1gqroup that is doing business in NC
a separate franchise tax return - the principal

ber files on the combined group’s CD-405, all other
ers on a separate CD-405

= Each member calculates its apportionment factor
separately for franchise tax purposes

= Eligibility for tax credits is determined on a separate
company basis




- New Law
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octive - New Law

tance

ntities, are evaluated for economic

must be satisfied

e Oor more reasonable
ation of tax benefits

siness purposes other than

onomic effects other than the creation of tax benefits
yer has burden of proving economic substance

= Department will continue to rely on federal and state
case law, where applicable and where not in conflict

with G.S. 105-130.5A, to determine whether tests
have been satisfied



rective - New Law

stance - Five General Principles

ce 1S a prerequisite to any
ductions

uction bears burden of
e

ayer that claim
ing economic subst

mic substance of a transaction will be viewed
ctively rather than subjectively

ansactions, not entities, that are examined

s Arrangements that do not affect economic interests
of third parties will receive close review



cuuve - New Law

urpose must be valid and
sonable and realistic means
nce that the taxpayer took steps to achieve the
d purpose

ted purpose must be commensurate with the

= The asserted purpose must be supported by
- contemporaneous documentation



Ve — New Law

ct

ve by objective evidence that a
of non-tax economic benefit
the transac isted at the time the

action was initiate

yer must prove by objective evidence that the
tion affected the taxpayer’s financial position
ositive and meaningful way apart from tax



rective - New Law

ss purpose and economic effects
fit from a transaction

nsactions consis ith legislative intent

tralized cash management not itself an indicator
k of economic substance

ieving a financial accounting benefit is not a
nable business purpose if the origin of the
benefit is a reduction of State income tax

= For combinations only, economic effects test may be
satisfied by showing material business activity



epartment will apply
regulations adopted

under section 482 of the
Code

Department will apply
any applicable case law

Production of a transfer
pricing study alone is
not sufficient to
establish that
transactions are at fair
market value

pirectve

New Law




Ve — New Law

net income

1ls to establish transactions have
nd are at fair market value, the

irtment ma mine net income

stments include
llowing deduction in whole or in part

uting income to a related corporation
egarding transactions

o Adjusting the apportionment factor

o Reclassifying income as apportionable or allocable



rective - New Law

nts are not adequate under the
termine net income

ess an alternati
bination must inclu

reed to by the taxpayer, a
all members of the

ess group - the corporation shall submit this
information but may propose an alternative



ve - New Law

m combined return
ired to file a federal income tax return

corporation
ign corporation as defined in section 7701
ership, LLC, or other entity not taxed as a corporation

/ oration with at least 80% of its gross income being
acti reign business income

= Methodology and process the same as under current law



rective - New Law

ovides that nothing in the new
the Secretary’s authority to
otherwise permitted by law

ecretary is not permitted to make adjustments
limit a corporation’s options for reporting
payments under G.S. 105-130.7A; however,
cretary may still adjust the amount of the
payments if they are in excess of fair market value



rective - New Law

eterminations

iginally enacted, the Secretary’s
ombination requested by a

of transactions that lacked
sre not at fair market value

omic substance or
questionable

clarified that the Secretary has the authority to
a mutually agreeable combination if net

e properly attributable to this State is not
accurately reflected on a separate return without a
finding that transactions lack economic substance or
are not at fair market value



SEfrective Date

£

1ve date in H 619 resulted in a “gap

aled January 1, 2012

w authority did n me effective until taxable
s beginning on or after January 1, 2012

ore, uncertain if the Secretary had any
rity to require a combined return after

1, 2012 for any taxable year beginning
at date

This was a further complicating factor that called
into question the validity of existing agreements

before




octive Date

sembly addressed this issue in S
he repeal date for the old

ld standard a or taxable years beginning

w standard applies for taxable years
iIng on or after January 1, 2012

1ne test



ective Date

, the Secretary has some ability
tions during all time periods

ated equally for relevant

yers and the State know exactly what standard

apply

estion of the applicability of the agreements

d under previous initiatives

1 Potential for ongoing conflict under old
standard



ective Date

whom would it

ct on current
ements?

tial legal issues
o Retroactive increase?

o Exclusive emoluments?




[BCaINmpact - In General

rring impact from
substantive law
hange

tremely difficult to
stimate

act-intensive nature
of the analysis

= Impact on taxpayers
who have settled?

= Changes in behavior
of other taxpayers?

H
QUESTIONS




pact — Effective Date
Ghange

um immediate refunds from
ive date - $132.9M

payers under settlement

1ct on existing
reements - $119.7N

from recently collected assessments not under
al
/A from recently collected assessments under appeal

5 Potential maximum future collections lost
amounts assessed but not yet collected) from
retroactive effective date - $225.8M

-

= No recurring impact from effective date change






